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Preface 



B 

^^^^ecause colleges and universities serve a public purpose — advancing higher education 
and promoting myriad forms of research — they enjoy a variety of tax preferences. In addition 
to being exempt from paying federal income taxes, institutions of higher learning can accept 
tax-deductible charitable contributions and use tax-exempt debt to finance capital expendi- 
tures. It is the latter preference that the Congressional Budget Office (CBO) focuses on in 
this study, which was prepared at the request of the Ranking Member of the Senate Finance 
Committee. The law explicitly prohibits the use of tax-exempt-bond proceeds for the pur- 
chase of investment assets, a practice known as tax arbitrage; however, issuers of tax-exempt 
bonds may use the proceeds for the purchase of operating assets while they simultaneously 
hold investment assets that provide a higher rate of return. To the extent that colleges and 
universities earn an untaxed return on investments that exceeds the interest they pay on tax- 
exempt debt, they are benefiting from a form of indirect tax arbitrage. 

Using data from information returns filed with the Internal Revenue Service by institutions 
of higher learning and by issuers of tax-exempt debt, CBO created several measures of tax 
arbitrage under a broader definition of the term that includes indirect tax arbitrage. Over 
time, if legislators were to expand the definition of tax arbitrage, nonprofit institutions 
would most likely respond by reducing their issues of tax-exempt debt. That response, in 
turn, could decrease the cost to the federal government of granting such tax preferences. In 
accordance with CBO’s mandate to provide objective, nonpartisan analysis, the paper makes 
no recommendations. 

Kristy Piccinini of CBO’s Tax Analysis Division wrote the study, under the supervision of 
Frank Sammartino and G. Thomas Woodward (formerly of CBO). Nabeel Alsalam, 

Robert Dennis, Mark Hadley, and Deborah Lucas provided helpful comments. In addition, 
Thomas Pollack of the National Center for Charitable Statistics provided assistance with the 
data, and William Gentry of Williams College, Thomas Holtmann of the Joint Committee 
on Taxation, Kim Reuben of the Urban Institute, and Dennis Zimmerman of the American 
Tax Policy Center commented on earlier draffs. (The assistance of external reviewers implies 
no responsibility for the final product, which rests solely with CBO). 

Loretta Lettner edited the study, and Kate Kelly proofread it. Maureen Costantino designed 
the cover, and Jeanine Rees prepared the report for publication. Lenny Skutnik printed the 
initial copies, Linda Schimmel coordinated the print distribution, and Simone Thomas 
prepared the electronic version for CBO’s Web site (www.cbo.gov). 
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Summary and Introduction 

Colleges and universities enjoy a variety of federal tax 
preferences that are designed to support a broader public 
purpose — the advancement of higher education and 
research. Not only are institutions of higher learning 
exempt from paying federal income taxes, they also are 
eligible to receive tax-deductible charitable contributions 
and allowed to use tax-exempt debt to finance capital 
expenditures. 

This Congressional Budget Office (CBO) study focuses 
on one of those tax advantages, the ability of colleges 
and universities to borrow funds by issuing tax-exempt 
debt. According to the staff of the Joint Committee on 
Taxation (JCT), the cost of allowing institutions of 
higher learning to borrow using such debt — measured in 
terms of the revenues that could have been collected if 
those institutions had borrowed using taxable debt — will 
be about $5.5 billion in 2010. The use of proceeds from 
lower-cost tax-exempt bonds to directly finance the 
purchase of higher-yield securities — a practice known as 
tax arbitrage — is prohibited by law. Nevertheless, the 
law as currently implemented allows many colleges and 
universities to use tax-exempt debt to finance investments 
in operating assets (buildings and equipment) while, at 
the same time, they hold investment assets that earn a 
higher return. (Investment assets are publicly traded and 
privately held securities, as well as land or buildings held 
for investment purposes.) To the extent that colleges and 
universities can earn untaxed returns on investments 
that are higher than the interest they pay on tax-exempt 
debt, they are benefiting from a form of “indirect” tax 
arbitrage. 

Rules in the Internal Revenue Code (IRC) and regula- 
tions established by the Department of the Treasury limit 
tax arbitrage by restricting the yield on any investments 
held by the bond issuer that are deemed to be directly 
related to the tax-exempt bond issue (for example, an 



asset pledged as collateral). 1 Other investment assets are 
not yield-restricted even though they contribute indi- 
rectly to securing the bonds and are considered by rating 
agencies when rating the tax-exempt debt. A broader 
definition of tax arbitrage would include most or all 
investment assets held by an institution borrowing with 
tax-exempt debt. 

Using data from information returns filed with the 
Internal Revenue Service (IRS) by institutions of higher 
learning and by issuers of tax-exempt debt, CBO devel- 
oped measures of tax arbitrage as practiced by colleges 
and universities under a broader definition of the term 
that encompasses both direct and indirect tax arbitrage. 
Under one such definition, nearly all of the tax-exempt 
bonds that 251 institutions issued in 2003 would be clas- 
sified as earning profits from tax arbitrage. If some invest- 
ment assets were set aside in a reserve, which would be 
excluded from the arbitrage measure under an alternative 
expanded definition, the amount of debt earning returns 
from arbitrage would be lower; even so, about 75 percent 
of bonds issued in 2003 would still be classified as earn- 
ing arbitrage profits under that expanded definition. By 
either measure, the amount of debt issued by colleges and 
universities that earns arbitrage profit would be consider- 
ably larger than that issued by nonprofit hospitals (which 
was the subject of a previous CBO study on broadening 
the definition of tax arbitrage). 2 Over time, if legislators 
were to expand the definition of tax arbitrage and thereby 
eliminate some of the benefits of tax-exempt financing, 

1. Internal Revenue Code, 26 U.S.C. 148(b)(3)(A). The terms 
“debt” and “bond” are used interchangeably to refer to debt with 
maturities in excess of a year. The dollar figures for such debt cited 
in this analysis also include any leasing arrangements that are tax- 
exempt. 

2. Congressional Budget Office, Nonprofit Hospitals and Tax 
Arbitrage , letter to the Honorable William M. Thomas 
(December 6, 2006). 
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nonprofit institutions would probably respond by reduc- 
ing the issuance of tax-exempt debt. That response, in 
turn, would decrease the cost to the federal government 
of the tax preference. 

Tax Preferences for Higher Education 

Institutions of higher learning, both public and private, 
benefit from several types of preferential tax treatment. 
Like other nonprofit organizations defined in section 
501(c)(3) of the IRC, nonprofit private schools are 
exempt from the federal income tax, eligible to receive 
charitable contributions that donors may deduct from 
their taxable income, and allowed to use tax-exempt debt 
to finance capital expenditures. 3 As state or local govern- 
ment entities, public colleges and universities receive 
broadly similar tax preferences: they are exempt from fed- 
eral income taxation, eligible for donations that are tax- 
deductible, and may have access to tax-exempt debt. 
Although there are no estimates of the cost to the federal 
government of exempting contributions made specifically 
to colleges and universities, the deduction of charitable 
contributions to educational institutions at all levels is 
expected to cost about $6.6 billion in forgone tax reve- 
nues in 2010; charitable contributions to colleges and 
universities account for about 70 percent of all contribu- 
tions to educational institutions. 4 JCT estimates that 
allowing institutions of higher learning to borrow using 
tax-exempt debt will cost the federal government — in the 
form of forgone tax revenues — about $5.5 billion in 
2010. 5 

As is the case with other nonprofit organizations, colleges 
and universities receive preferential tax treatment because 
they are viewed as serving a public purpose. Institutions 
of higher learning perform two activities that are typically 
considered to serve the needs of society: providing educa- 
tion and conducting research. Education is associated 
with a wide range of favorable outcomes. Investment in 



3. Section 501(c)(3) of the Internal Revenue Code defines a quali- 
fied nonprofit as any entity “organized and operated exclusively 
for religious, charitable, scientific, testing for public safety, literary, 
or educational purposes, or to foster national or international 
amateur sports competition. . .or for the prevention of cruelty to 
children or animals.” A nonprofit may not engage in political 
activity, and none of its earnings may benefit any private share- 
holder or individual. 

4. Joint Committee on Taxation, Estimates of Federal Tax Expendi- 

tures for Fiscal Years 2008—2012, JCS-2-08 (October 31, 2008), 

p. 53. 



human capital through education confers considerable 
private benefits on an individual, in the form of higher 
income and better health. 6 Education probably also yields 
benefits for the community as a whole, including a more 
productive workforce, which leads to faster economic 
growth, as well as lower crime, a more informed elector- 
ate, and increased social mobility. 7 How much education 
an individual prefers to invest in depends solely on the 
private benefit he or she might expect from that invest- 
ment; in the absence of government intervention, that 
decision will yield fewer public benefits than is socially 
desirable. 8 

Some colleges and universities also perform research that 
may have large spillover effects that benefit the rest of the 
economy. 9 Although businesses make substantial invest- 
ments in research and development, private investors 
cannot retain all of the benefits from that spending 
because the knowledge produced by such research can be 
used by others. As is the case with individuals who must 
decide how much to invest in their own education, the 
private sector chooses the amount of research and devel- 
opment it is willing to fund on the basis of private, rather 
than social, benefit. 



5. Estimates of tax expenditures are not intended to capture all of the 
ways in which taxpayers might respond to a change in law. In par- 
ticular, the estimate discussed here assumes that if investors did 
not hold tax-exempt bonds, they would hold taxable bonds 
instead. In one study, researchers examined some of the other ways 
in which investors might change their portfolios in response to 
limits on tax-exempt bonds. That study found that because tax- 
able bonds are one of the most heavily taxed types of asset, inves- 
tors would probably seek alternatives that are less heavily taxed 
and, therefore, the revenue loss to the federal government would 
probably be smaller than the tax-expenditure cost discussed here. 
See James Poterba and Arturo Verdugo, Portfolio Substitution and 
the Revenue Cost of Exempting State and Local Government Interest 
Payments from Federal Income Tax, Working Paper No. 14439 
(Cambridge, Mass.: National Bureau of Economic Research, 
October 2008), available at www.nber.org/papers/wl4439. 

6. See David Card, “The Causal Effect of Education on Earnings,” 
in Orley Ashenfelter and David Card, eds., Handbook of Labor 
Economics, vol. 3 (Amsterdam: Elsevier Press, 1999), pp. 1801— 
1863. Researchers in another study discuss the evidence for a pos- 
itive relationship between education and health outcomes, paying 
particular attention to the mechanisms through which education 
may lead to better health. See David M. Cutler and Adriana Lleras 
Muney, “Education and Health: Evaluating Theories and Evi- 
dence,” in Robert F. Schoeni and others, eds., Making Americans 
Healthier: Social and Economic Policy as Health Policy (New York: 
Russell Sage Foundation, January 2008). 




